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SURCOI?'UTTEE ON PRIORITIES AND ECONOMY IN GOVERWFNT 
JOINT ECONOW COI'WTTEE 

FIR, CHAIRMAN AND kMEERS OF THE SUBCOMMITTEE: 

As REQUESTED IN YOUR LETTER OF DECEMBER 7, 1972, MY 

STATEtiEi\lT TODAY WILL COVER FIVE TOPICS: 

k OUR INVESTIGATION INTO THE CHARGES MADE BY k, 

DURHAM CONCERNING CERTAIN ASPECTS OF LOCKHEED'S 

HENRY ivll 

MAN- 

AGEMENT OF THE C-5 AIRCRAFT PROGRAM, 

2, PROGRESS PAYMENTS PRACTICES ON THE C-5 AIRCRAFT PROGRAM, 

3, OUR ASSESSMENT OF ARMY ?HOULD-COST" STUDIES, 

4, OUR REVKEW OF THE IKPLEMENTATION OF THE EMERGENCY 

LOAN GUARANTEE ACT (PUBLIC LAW 92-701, 

5, THE STATUS OF SHIPBUILDING CLAIMS, 



fHIS SEGMENT OF OUR STATEMENT CONCERNS OUR INVESTIGATION 

AT YouR REQUEST OF OCTQBER 42, El711 OF THE CHARGES MADE BE- 

FORE YOUR SUBCOMMITTEE EY MR, HENRY M, I~URHAM, A FORMER EMPLOYEE 

OF LOCKHEED AIRCRAFT CORPORATION, REGARDING LOCKHEED'S MANAGE- 

MENT OF THE c-5 AIRCRAFT PROGRAM, 

THE GENERAL ACCOUNTING OFFICE HAS GIVEN PARTICULAR ATTEN- 

TION TO THE FOILOWING MATTERS RELATING TO ZR, DURHAM'S CHARGES: 

1, THE CONTRACTOR'S AWARENESS OF THE PROBLEMS 

CITED By !?R, DURHAM AND THE -TIMELINESS AND 

EFFECTIVENESS OF THE ACTION TAKEN, 

2, -6HE COMPARISON OF LOCKHEED'S EXPERIENCE ON 

-THE c-5 AIRCRAFT WITH ITS PAST EXPERIENCE 

AND WITH THAT OF OTHER MAJOR AIRCRAFT 

COMPANIES IN PRODUCING NEW AIRCRAFT SYSTEMS, 

3, THE AWARENESS OF AND THE ACTIONS TAKEN BY 

THE AIR FORCE IN RESPECT TO THESE MATTERS, 

\dE ALSQ OBTAINED LOCKHEED AND AIR FORCE COMMENTS ON MR, DURHAM'S 

CHARGES IN LETTERS DATED MAY 26 AND JULY 13, 1972, RESPECTIVELY, 

r""4w8 DURHAM PROVIDED A SET OF 23 EXHIBITS IN SUPPORT OF 

HIS CHARGES OF UNSATISFACTORY MANAGEMENT PRACTICES IN THE 

ASSEMBLY OPERATIONS AT THE MARIETTA, GEORGIA, PLANT AND IN 

THE FABRICATIQN PLANT AT CHATTANOOGA, TENNESSEE, THE PRIN- 

CIPAL PROBLEMS CITED BY fly, DURHAM AT THESE TWO PLANTS, ALONG 

WITH OUR FINDINGS) ARE SUMMARIZED BELOW AND ARE PRESENTED IN 

DETAIL IN THE REPORT PREVIOUSLY FURNISHED TO YOUR SUBCOMMITTEE, 
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~~~~JZla~-~~~~~~~~~~-~~-~~~~~~-~~C~ 
/jR, DURHAM CHARGED THAT THERE WAS MISMANAGEMENT OF ASSEMBLY 

OPERATIONS IN PRODUCING THE C-5 AIRCRAFT AT THE MARIETTA PLANT, 

tiE CHARGED) IN PART, THAT (1) ASSEMBLY RECORDS WERE INACCURATE, 

(2) PARTS HAD BEEN REMOVED WITHOUT AUTHORIZATION, HAD BEEN 

SCRAPPED BY MISTAKE, AND HAD BEEN UNNECESSARILY PROCURED, 

(4) INVENTORY CONTROLS OVER TITANIUM FASTENERS WERE INADEQUATE) 

(4) AIRCRAFT WERE MOVED ALONG THE PRODUCTION LINE IN ORDER 

TO COLLECT PAYMENTS RELATED TO THE ACCOMPLISHMENT OF MILE- 

STONES) ALTHOUGH THE AIRCRAFT WERE INCOMPLETE, AND (5) THE 

SUBTERFUGE TO CONCEAL SUCH PROBLEMS BEGAN WITH THE ROLLOUT 

OF AIRCRAFT 0061, !qR, DURHAM STATED THAT, AS A RESULT, PRODUC- 

TION COSTS HAD BEEN INCREASED SIGNIFICANTLY, 

&JR FINDINGS SUPPORT THE FOLLOWING CHARGES MADE BY 

~\‘IR# DURHAM, 

--AIRCRAFT ASSEMBLY RECORDS DID NOT ACCURATELY REFLECT 

THE PHYSICAL CONDITION OF THE AIRCRAFT1 

--PARTS HAD BEEN REMOVED FROM AIRCRAFT WITHOUT AUTHORI- 

ZATION, 

--PARTS HAD BEEN ERRONEOUSLY SCRAPPED, 

--THERE WERE INADEQUATE CONTROLS OVER DISBURSEMENT, 

HANDLING, AND USAGE OF TITANIUM FASTENERS, 

ME COULD NOT, HOWEVER, DETERMINE THE FULL EXTENT OF THESE 

CONDIT%ONS OR THEIR IMPACT ON THE COST OR SCHEDULE OF THE 

C-5 AIRCRAFT PROGRAM, 
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&JR FINDINGS Do IJOT SUPPORT THE FOLL.C’,ll%Nr; CHARGES IWWE 

BY 8~ 8 BURHAP .B 

---#E DID NOT FIND EVICENCE TO INDICATE THAT PARTS 

HAD SEEN UNNECESSARILY PRCCURED, THIS IS BASED ON 

A DETAILED REVIEW OF A RANDOM SAMPLE OF PURCIiASED 

PARTS i 

-4~ DID NOT FIND EVIDENCE To INDICATE THAT LOCKHEED 

XAINTAPNED THE PRODUCTION SCHEDULE IN ORDER TO 

COLLECT PAYMENTS RELATED TO THE ACCOMPLISHMENT OF 

MI LESTONES, 14’E DID FIND HOWEVER, THAT THE AIR 

FORCE HAD WITHHELD ABOUT !3,7 MILLION FROM MILE- 

STONE PAYMENTS ON THE FIVE TEST AIRCRAFT BECAUSE 

OF SHORTAGES AND VARIANCES FROM SPECIFICATIONS 

WHEN THE BFRCRAFT WERE DELIVERED TO THE FLIGHT- 

TEST ORGANIZATION, 

---\‘/E DID N.oT FIND EVIDENCE TO INDICATE THAT THERE 

WAS SUBTERFUGE INVOLVED IN THE ROLLOUT CEREMONY 

OF AKRA.FT 0001, THE AIR FORCE ISSUED A PRESS 

RELEASE ON: FEBRUARY 21, 1968, THAT THE C-5 AIRCRAFT 

ROLLOUT WQULD BE CONDUCTED ON I?ARCH 2, 1968, 
THE RELEASE ALSO INDICATED THAT THE C-5 AIRCRAFT 

WAS SCHEDULED TO FLY FOR THE FIRST TIME IN 

JUNE 1968, THIS SHOWS THAT THE AIRCRAFT WAS 

NOT IiJTENDED TO RE FULLY OPERATIONAL AT THE 

TJME OF ROLLOUT, 
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8R, DURHAM CHARGED, IN FART, THAT (1) THERE WERE 1bIADEOUATE 

CONTROLS OVER POOLS., RAkJ MATERIALSr AND b~ISCELLANEoUS SfdALL 

[7,4RTS ., (?> THERE WAS UNNECESSARY pRoCURE/‘JENT OF MATERIAL AND 

HIGH-STRENGTH NUTS AND BOLTS8 AND (3) THERE WAS MI SHANCLING 

OF MATERIALS, 1% STATED THAT THESE CONDITICNS AND PRFCTICES 

HAD INCREASED THE COST OF OPERATING THE CHATTANOOGA PLANT, 

OUR FINDINGS SUPPORT THE FOLLOWING CHARGES MADE BY 

MR, DURHAM, 

--HIGH-STRENGTH NUTS AND BOLTS HAD BEEN PURCHASED 

FOR PLANT MAINTENANCE WHEN> FOR SOME PURPOSES, 

LOWER GRADE MATERIALS WOULD HAVE SUFFICED, 

--SUBSTANTIAL ~JANTIT~Es OF MATERIAL AND MISCELLA- 

NEOUS SMALL PARTS HAD ACCUMULATED AS A RESULT OF 

CANCELED ORDERS AND TRANSFER OF ITEFIS FROM 

ANOTHER PLANT 1 

--SOME ITEMS WHICH WERE AVAILABLE AT LESS COST 

FROM THE ~P~ARKTTA STOREROOM HAD BEEN PURCHASED 

LOCALLY 8 

&JR FINDINGS DO NOT SUPPORT THE CHARGES BY KR, DURHAM 

THAT THERE WERE INADEGUATE INVENTORY CONTROLS OVER TOOLS, 

RAW MATERIALS, AND MISCELLANEOUS SMALL PARTS, b/E FOUND THAT 

CONSUMABLE TOOLS) SUCH AS DRILL BITS, REAKERS, AND CUTTERS 

WERE PROVIDED TO EMPLOYEES AS THEY WERE NEEDED WITHOUT ESTAB- 

LISHING A RECORD OF ISSUE, h?TH RESPECT T(! RAW MATERIALS AND 



MISCELLANEOUS SMALL PARTS, WE FOUND THAT TlrFsE ITEI\'S '&ERE 

PURCHASED AND CONTROLLED ON AN INDIVIDL'AL JOB ORDER BASIS 

IN LIEIJ OF DETAILED IrdVEFlTORY CONTROLS, \dE EFLIEVE THESE 

PRACTICES WERE REASONABLE BECAUSE IT IS GENERALLY IMPRACTICAI. 

TO PROVIDE A DETAILED INVENTORY CONTROL SYSTEM FOR SMALL AND 

INEXPENSIVE TOOLS AND PARTS, IN ADDITION) WE FOUND THAT 

T!-IESE P!?!!r.T/CES ‘:‘EPE CONSISTENT WITH OTHERS IN THE INDUSTRY, 

kl'E VISIIED S%vERAL AEROSPACE FIRMS TO DETERMINE WHETHER 

PROBLEMS SIMILAR TO THOSE EXPERIENCED BY LOCKHEED COULD NOR- 

MALLY BE EXPECTED IN PRODUCING A NEW AIRCRAFT, b/E WERE ADVIS- 

ED THAT CONDITIONS SUCH AS OUT-OF-SEQUENCE WORK AND MISSING 

PARTS EXIST ON EVERY NEW AIRCRAFT PROGRAM, BOWEVER, IT WAS 

ALSO POINTED OUT THAT MANAGEMENT EMPHASIS IS DIRECTED TO- 

W,4RD INSURING THAT SUCH CONDITIONS DO NOT DEVELOP INTO MAJOR 

PROBLEMS 8 lb'E WERE UNABLE TO OBTAIN SPECIFIC DETAIL-ED INFOR- 

MATION THAT COULD BE USED FOR COMPARISON, 

PIE FOUND THAT PRIOR TO THE PIJFLICATION OF !+R, DURHAM'S 

CHARGES THE AIR FORCE WAS AWARE OF SOME OF THE CONDITIONS HE 

CITED, FOR EXAMPLE, THE AIR FORCE KNEW LOCKHEED WAS EXPERIENC- 

ING DIFFICULTIES WITH TITANIUM FASTENERS, FEEDER PLANT ASSEMBLIES, 

QUALITY CONTROL, AND OUT-OF-SEQUENCE WORK, POWEVER, -i-m AIR 
FORCE COULD NOT PROVIDE ANY DOCUMENTATION THA~T WOULD INDICATE 

THEY WERE AWARE OF OTHER CONDITIONS SUCH AS INACCURATE ASSEMBLY 
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RECORDS, UNAUTHORIZED REMOVALS, OR ANY OF THE CONDITIONS AT 

CHATTANOOGA, 

FOR THE MOST PART, HOWEVER, THE AIR FORCE D%D NOT DIRECT 

THE CONTRACTOR TO TAKE SPECIFIC CORRECTIVE ACTION BECAUSE THE 

AIR FORCE, IN ADMINISTERING THE CONTRACTS FOLLOWEP A PHILOSOPHY 

OF ?XSENGAGEMENT/ THIS PHILOSOPHY REQUIRED MINIlvlAL PARTICI- 

PATION BY THE AIR FORCE IN THE DAY-TO-DAY MANAGEMENT OF THE 

PROGRAM AS PRESCRIEEB BY THE TOTAL PACKAGE PROCUREMENT CONCEPT 

UNDER WHICH THE c-5 AIRCRAFT WAS ORIGINALLY PURCHASED, 

b/E ALSO FOUND THAT PRIOR TO THE PURLICATION OF f"?R, r;URHAPZ'S 

CHARGES LOCKHEED'S MANAGEMENT WAS AWARE OF THESE PROBLEMS AND 

WAS DIRECTING CORRECTIVE ACTION, AS EVIDENCED BY (1) DISCUS- 

SIONS AT SPECIAL MEETINGS HELD TO REVIEW THE PROGRESS OF THE 

C-5 AIRCRAFT PROGRAM AND (2) NUMEROUS LOCKHEED INTERNAL AUDIT 

REPORTS WHICH WERE WIDELY DISSENINATED TO LOCKHEED OFFICIALS 
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You REQUESTED OUR COMMENTS ON A FEBRUARY 20, WO, 
REPORT OF THE DEFENSE CONTRACT Awn-r AGENCY ON PROGRESS 

PAYMENT PRACTHCES ON THE C-5 AIRCRAFT PROGRAM, THE AGENCY’S 

REPORT CONCLUDED THAT: 

--THE CONTRACTOR HAD UNDERSTATED THE COST OF DELIVERED 

ITEMS BY FAILING TO INCLUDE OVERRUNS, 

--As A RESULT, OVER $4 0 MILLION WORTH OF PROGRESS 

PAYMENTS THEN OUTSTANDING WERE DUE TO THIS UNDER- 

STATE[“ENT OF THE COST OF DELIVERED ITEMS, 

--THERE wAs A QUESTION AS TO WHETHER THE CONTRACTOR 

wOuLD BE ABLE TO FINANCE HIS OVERRUNS AND COMPLETE 

THE CONTRACT, SINCE THE CEILING ON PROGRESS PAYMENTS 

WAS RAPIDLY APPROACHING, 

FREQUENTLY A GOVERNMENT CONTRACT, AS WAS THE CASE IN 

THE c-5 AIRCRAFT PROGRAM, REQUIRES A LONG PERIOD OF PERFORMANCE 

OR SUBSTANTIAL EXPENDITURES BEFORE THE CONTRACTOR MAKES DELIVERY 

AND RECEIVES FULL PAYMENT, USING PRIVATE CAPITAL IN SUCH CASES 

MAY NOT BE ECONOMICAL OR FEASIBLE BECAUSE THE FINANCIAL REQUIRE- 

MENT MAY EXCEED THE CONTRACTOR’S CAPABILITY OR IMPAIR ITS 

ABILITY TO PERFORM, THUS, THE GOVERNMENT HAS FOLLOWED THE 

PRACTICE OF REIMBURSING THE CONTRACTOR FOR PART OF THE COSTS 

INCURRED ON WORK IN PROCESS BUT NOT YET DELIVERED, PAYMENTS 



TO CONTRACTORS ON THIS BASIS ARE AUTHORIZED BY 10 u,S,c, 2307 
AND THE DEPARTMENT OF DEFENSE PROCEDURES FOR SUCH PAYMENTS 

ARE INCLUDED IN THE ARMED SERVICES PROCUREMENT REGULATION, 

-i-HE STANDARD PROGRESS PAYMENT CLAUSE PROVIDES FOR PAYMENT 

OF A STIPULATED PERCENTAGE OF THE CONTRACTOR'S INCURRED COSTS, 

]IN THE CASE OF THE c-5 AIRCRAFT PROGRAM, THE PROGRESS PAYMENT 

RATE WAS SET AT 90 PERCENT OF THE COSTS INCURRED, THE CUMU- 

LATIVE PROGRESS PAYMENTS COULD NOT EXCEED 90 PERCENT (SUBSE- 

QUENTLY INCREASED TO 100 PERCENT) OF THE CEILING PRICE 

ESTABLISHED IN THE CONTRACT, 

WHEN AN ITEM Is DELIVERED AND INVOICED, THE PROGRESS 

PAYMENTS RECEIVED BY THE CONTRACTOR DURING ITS PRODUCTION 

ARE DEDUCTED FROM THE TOTAL AMOUNT DUE, THIS IS KNOWN AS 

LIQUIDATING THE PROGRESS PAYMENTS, THE c-5 CONTRACT PRO- 

VIDED THAT THE AMOUNT OF UNLIQUIDATED (I,E,p OUTSTANDING) 

PROGRESS PAYMENTS NOT EXCEED THE LOWER OF ciE> 98 PERCENT 

OF THE COSTS INCURRED FOR UNDELIVERED ITEMS, OR (2) 90 PER- 

CENT (SUBSEQUENTLY INCREASED To 100 PERCENT) OF THE CONTRACT 

PRICE OF THE UNDELIVERED ITEMS, As OF JANUARY 20, il970, 
c-5 PROGRESS PAYMENTS WERE NOT IN VIOLATION OF ANY OF THE 

ABOVE CEILINGS, 

THE REGULATIONS PROVIDED THAT THE COSTS FOR UNDELIVERED 

ITEMS BE DETERMINED BY DEDUCTING THE COSTS ATTRIBUTABLE TO 

ITEMS DELIVERED, INVOICED, AND ACCEPTED FROM THE TOTAL COSTS 
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INCURRED, THE REGULATIONS ALSO PROVIDED THAT THE COSTS 

OF DELIVERED ITEMS BE COMPUTED AS FOLLOWS: 

"IN ORDER OF PREFERENCE) THESE COSTS ARE TO BE COM- 

PUTED ON THE BASIS OF ONE OF THE FOLLOWING: 

(A) THE ACTUAL UNIT COST OF ITEMS DELIVERED, 

GIVING PROPER CONSIDERATION TO THE DEFERMENT 

OF THE STARTING LOAD COSTS; 

(B) PROJECTED UNIT COSTS (BASED ON EXPERIENCED 

COSTS, PLUS ESTIMATED COSTS TO COMPLETE THE 

CONTRACT)., WHERE THE CONTRACTOR MAINTAINS 

COST DATA WHICH WILL CLEARLY ESTABLISH THE 

RELIABILITY OF SUCH ESTIMATES; AND 

(C> THE TOTAL CONTRACT PRICE OF ITEMS DELIVERED,' 

LOCKHEED FOLLOWED METHOD (c> IN COMPUTING THE COSTS 

OF DELIVERED ITEMS, THEREFORE, IIN ARRIVING AT THE COSTS 

OF UNDELIVERED ITEMS~ LOCKHEED DEDUCTED FROM THE TOTAL COSTS 

INCURRED AN ESTIMATED OR TARGET COST BASED ON THE CONTRACT 

BILLING PRKCE OF DELIVERED ITEMS RATHER THAN ACTUAL OR PRO- 

JECTED COSTS (METHODS A AND ~1, BECAUSE THE COSTS DEDUCTED 

FOR DELIVERED ITEMS WERE LESS THAN THE ACTUAL COSTS OF SUCH 

ITEMS, THE AMOUNT SUBJECT TO PROGRESS PAYMENTS WAS INCREASED, 

THIS WAS THE SITUATION PRESENTED IN THE DEFENSE CONTRACT 

AUDIT AGENCY'S FEBRUARY 1970 REPORTS WHICH STATED THAT LOCKHEE D 
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HAD BEEN OVERPAID ABOUT $400 MILION, -h-E CHART ON THE 

FOLLOWING PAGE ILLUSTRATES HOW THE DEFENSE CONTRACT AUDIT 

AGENCY COMPUTED THE AI’IOUNT OF OVERPAYMENT, 
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THE REGuLmms OF THE DEPARTMENT OF ZEFENSE PERMITTED 

THIS PROCEDURE, YHE AIR FORCE'S WRITTEN COMMENTS TO THE 

GENERAL AccOu~Tal\i~ OFFICE ON -n-us MATTER .wimD OUT THAT: 

--BOTH PARTlES RECOGNIZED THAT AN UPWARD ADJUSTRENT 

IN THE CONTRACT CEILING WAS ESSENTIAL BECAUSE OF 

SEVERAL FACTORS) INCLUDING INFLATION) REPRICING 

BECAUSE OF THE NUMBER OF AIRCRAFT BEING PROCURED 

UNDER aRUN B," AND REPRICING BECAUSE OF OVERCEPLING 

COSTS ON "RUN AaN 

--THIS METHOD OF COMPUTING PROGRESS PAYMENTS HAD BEEN 

IN EFFECT FROM THE START OF THE CONTRACT, BECAUSE 

THE CONTRACTOR HAD FILED AN APPEAL WITH THE ARMED 

SERVICES BOARD OF CONTRACT APPEALS PNDICATiNG AN 

INTENT TO LITIGATE CONTRACTUAL DIFFERENCES THE AIR 

kORCE CONSIDERED THAT PROGRESS PAyP?ENTS SHOULD Bf 

CONTINUED USING THIS METHOD, THE AIR FORCE BELIEVED 

THAT To DO OTHERWISE MIGHT INCUR A BREACH-OF-CONTRACT 

ACTION, 

--THE AIR FORCE CONCLUDED THAT, WERE PROGRESS PAYMENTS 

SUSPENDED OR PAST PAYMENTS SIGNIFICANTLY RECOUPEDI 

c-5 AIRCRAFT PRODUCTION WOULD COME TO A HALT AND 

THE ULTIMATE COST OF COMPLETING THE PROGRAM WOULD 

GREATLY INCREASE, 
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&TWEEN FEBRUARY I%% AND MAY 1911, WkiEN TtiZ CONTRACT 

WAS RESTRUCTURED, THE AIR FORCE INCREASE9 -i-r;E CEILING PRICE 

OF THE CONTRACT BY ABOUT $557 MELLION TO RECOGNIZE (I‘, 

FLUCTUATIONS IN THE ECONOMY IN EXCESS Or’ -<-HE RATE INCLUDED 

IN THE ORIGINAL CONTRACT PRICE) $143 MILLION, (2) PROVISIONAL 

ITEMS AND CHANGE ORDERS FOR WHICH FIRM PRiCES HAD NOT BEEN 

ESTABLISHED, $144 MiLLioNB AND (4) INTERIM REPRICING ADJUST- 

MENTS FOR ‘?UN B,” $sc)o MILLION, THESE ACTIONS PROVIDED 

ADDITIONAL FUNDS FOR PROGRESS PAyMENTS SINCE SUCH PAYMENTS 

ARE LIMITED By THE CEILING PRICE FOR THE CONTRACT, 

THE AIR FORCE ALSO CHANGED THE LIMIT ON THE PERCE~~TAGE 

OF THE CONTRACT PRICE THAT WOULD BE AVAILABLE FOR PROGRESS 

PAYMENTS, ORIGINALLY, PROGRESS PAYMENTS WERE LIMITED TO 

90 PERCENT OF LOCKHEED’S ALLOWABLE INCURRED COSTS~ UP To 

A MAXIMUM OF 90 PERCENT OF THE CONTRACT CEILING PRICE, IN 

APRIL 1970 THE AIR FORCE CHANGED THIS MAXIMUM TO 95 PERCENT 

OF THE CEPLING PRICEs WHICH PROVIDED AN ADDITIONAL $73 

MPLLION FOR PROGRESS PAYMENT8 THE CONTRACT WAS AGAIN 

CHANGED IN SEPTEMBER 19/O TO ALLOW PROGRESS PAYMENTS UP TO 

100 PERCENT OF THE CEILING PRICE; THIS MADE AVAILABLE AN 

ADDITIONAL $75 MILLION, THEREFORE~ BY CHANGING THE LIMPT 

FROM 90 PERCENT TO 100 PERCENTpAN ADDITIONAL $148 MILLION WAS 

MADE AVAILABLE FOR PROGRESS PAYMENTS TO LOCKHEED, THIS $148 

MILLION AND THE $557 MILLION INCREASE IN THE CEILING PRICE 

COMPRISE THE $705 MILLION DISCUSSED IN THE STAFF STUDY, 
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THE CONTRACT WAS CONVERTED To A COST-REIMBURSEMENT 

CONTRACT IN MAY 1971, AND THE CONTRACTOR STOPPED RECEIVING 

PROGRESS PAYMENTS AND STARTED RECEIVING REIMBURSEMENT ON FFHE 

BASIS OF COSTS INCURRED, NEGOTIATIONS To CONVERT THE CONTRACT 

CONSIDERED ALL PAYMENTS PREVIOUSLY MADE To LocKI-~EED, 

THE METHOD LOCKHEED USED WAS ALLOWABLE UNDER THE CONTRACT 

AND WAS PERMITTED UNDER THE REGULATIONS THEN IN EFFECT; HOWEVERJ 

AS PREVIOUSLY ILLUSTRATED) THIS METHOD PERMITTED THE CONTRACTOR 
B 

TO RECEIVE PROGRESS PAYMENTS FOR COSTS INCURRED ON DELIVERED 

ITEMS IN EXCESS OF THE UNIT PRICES FOR SUCH ITEMS, BY JUNE 

1968, SIX MONTHS AFTER LOCKHEED STARTED USING THIS METHOD, 

LOCKHEED AND THE AIR FORCE WERE PROJECTING AN OVERRUN ON 

THE CONTRACT, 

IT IS OUR OPINION THAT THE METHOD USED FOR COMPUTING THE 

PROGRESS PAYMENTS WAS INAPPROPRIATE UNDER THE CIRCUMSTANCES, 

PROGRESS PAYMENTS ARE TO HELP CONTRACTORS FINANCE THE COST OF 

UNDELIVERED ITEMS AND WE BELIEVE THAT WHEN AN ITEM IS DELIVERED 

AND ACCEPTED THE ACTUAL COSTS TO PRODUCE THE ITEM SHOULD BE 

DEDUCTED FROM TOTAL COSTS INCURRED WHEN COMPUTING THE MAXIMUM 

PERMISSIBLE PROGRESS PAYMENTS, 

As A RESULT OF THE DEFENSE CONTRACT AUDIT AGENCY REPORT 

AND OF SUBSEQUENT STUDIES BY THE DEFENSE INTERNAL AUDIT STAFF, 

IT WAS DECIDED IN NOVEMBER 1971 THAT THE PRACTICE OF USING 

METHOD (C) TO COMPUTE THE COSTS OF DELIVERED ITEMS SHOULD BE 

DISCONTINUED, DEFENSE PROCUREMENT CIRCULAR 94, DATED NOVEM- 

BER 22) 1971r ANNOUNCED PLANS To REVISE THE PROGRESS PAYMENT 

REQUEST FORM, AND THE NEW FORM OMITTING METHOD CC) BECAME 

EFFECTIVE ON A,PRIL i, 1972, 
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t\SSESSFIENT OF AWIY WOULD-COST STUDIES 

IN TESTIMONY BEFORE THIS SUBCOMMITTEE IN APRIL 1971, 

WE REAFFIRMED OUR INTENTION TO FOLLOW UP ON THE EFFORTS OF 

THE MILITARY SERVICES IN PERFORMING SHOULD-COST STUDIES OF 

CONTRACTORS' OPERATIONS, 

-To DATE WE HAVE COMPLETED OUR ASSESSMENT 0F NINE ARMY 

STUDIES WHICH WERE MADE DURING 1970 AND 1971, SINCE OUR 

REVIEWS OF THE NAVY AND THE AIR FORCE SHOULD-COST STUDIES 

HAVE NOT YET BEEN COMPLETEDJ My REMARKS TODAY WILL BE LIMITED 

TO THE ARMY STUDIES, 

OUR PRIMARY OBJECTIVE WAS TO EXAMINE THE MANNER IN WHICH 

THE SHOULD-COST STUDIES WERE CONDUCTED AND TO IDENTIFY AREAS 

IN WHICH IMPROVEMENTS COULD BE MADE TO INCREASE THEIR USEFUL- 

NESS AND THE BENEFITS DERIVED FROM THE STUDIES, I[ WOULD 

LIKE TO EMPHASIZE THAT WE DID u ATTEMPT TO EVALUATE THE 

OVERALL CONDUCT OF CONTRACT NEGOTIATIONS, 

YHE ARMY'S OBJECTIVES IN MAKING SHOULD-COST STUDIES ARE 

To DEVELOP REALISTIC GOVERNMENT ESTIMATES FOR USE IN NEGOTIA- 

TING CONTRACT PRICES, AND TO OBTAIN THE CONTRACTORS' AGREEMENT 

TO MAKE IMPROVEMENTS IN THOSE OPERATIONS DETERMINED TO BE 

BELOW ACCEPTABLE LEVELS, WE ESTIMATE THAT THE THREE STUDIES 

WHICH WE REVIEWED IN DEPTH COST A TOTAL OF ABOUT $463,200, 
INCLUDING CONSULTANT FEES OF $47,885, THE IN-PLANT PHASES 

OF THESE STUDIES CONSUMED PERIODS OF 5 TO 8 WEEKS AND THE 

STUDY TEAMS VARIED IN SIZE FROM 15 TO 27 MEMBERS, 
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ALTHouGh No TWO STUDIES WERE THE SAME :;I\ AREAS COVERED, 

DEPTH OF REVIEW, FINDINGS, OR REcoMMENDATiGNS, ON THE WHOLE 

WE BELIEVE THE STUDIES STRENGTHENED THE AWY'S BARGAINING 

POSITION IN CONTRACT NEGOTIATIONS, SOME oi- THE BENEFITS 

WHICH COULD HAVE RESULTED FROM THE STUDlES WERE NOT REALIZED, 

HOWEVER) BECAUSE INSUFFICIENT ATTENTION WAS GIVEN TO IDENTI- 

FYING WAYS TO IMPROVE THE CONTRACTOR’S EFFICIENCY AND ECONOMY 

OF OPERATIONS, 

THE TEAMS MADE IN-DEPTH ANALYSES OF THE CONTRACTORS’ 

PROPOSALS AND ARRIVED AT COST ESTIMATES WHICH WERE MUCH LOWER 

THAN THOSE OF THE CONTRACTORS, THE NINE ARMY SHOULD-COST 

STUDIES EVALUATED CONTRACTORS’ PROPOSALS TOTALING $2%,2 

MILLION AND IDENTIFIED POTENTIAL REDUCTION OF $97,8 MILLION, 

YHE POTENTIAL PRICE REDUCTION REPRESENTS THE DIFFERENCE 

BETWEEN THE CONTRACTOR’S PROPOSED PRICE AND THE ESTIMATES 

DEVELOPED BY THE SHOULD-COST TEAMS, 

THE PRICE REDUCTIONS REALIZED BY THE ARMY IN NEGOTIATIONS 

TOTALED $46,7 MILLIONI OR 15,6 PERCENT OF THE CONTRACTORS’ 

PRICE PROPOSALS, FIGURES DEVELOPED BY THE ARMY SHOW THAT ON 

PRIOR PROCUREMENTS OF THE SAME OR SIMILAR EQUIPMENT FROM THE 

NINE CONTRACTORS PRICE REDUCTIONS AMOUNTED TO 8 PERCENT OF 

THE CONTRACTORS’ PROPOSALS, WE CONFIRMED THIS FOR THREE OF 

THE NINE STUDIES, 

bdE COULD NOT DETERMINE THE PRECISE AMOUNT OF THE COST 

REDUCTION FOR EACH INDIVIDUAL SHOULD-COST FINDING 
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BECAUSE FINAL AGREEMENT WAS REACHED ON A LUMP-SUM BASIS 

RATHER THAN ON INDIVIDUAL ELEMENTS OF COST, h ADDITION, 

THE FuLb EXTEbiT 0F THE SAVINGS TO THE GOVERNMENT CANNOT 

BE DETERMINED UNTIL THE FINAL COSTS OF PERFORMING THE CON- 

TRACTS ARE KNOWN BECAUSE IN SEVEN INSTANCES FIXED-PRICE- 

INCENTIVE TYPE CONTRACTS WERE AWARDED, UNDER THIS TYPE OF 

CONTRACT THE CONTRACTOR HS PAID ON THE BASIS OF THE COSTS 

INCURRED IN PERFORMING THE CONTRACT UP To A CEILING PRICE 

AND THE CONTRACTOR’S ACTUAL PROFIT IS DETERMINED BY THE 

EXTENT To WHICH THE FINAL COSTS ARE EITHER HIGHER OR LOWER 

THAN THE CONTRACT TARGET COSTS, 

IN ADDITION TO THE CONTRACT PRICE REDUCTKONS NEGOTIATED) 

SIX OF THE NINE CONTRACTORS AGREED TO APPLY THEIR BEST 

EFFORTS TOWARD ATTAINING A NUMBER OF IMPROVEMENT GOALS 'IN 

AREAS WHICH THE SHOULD-COST TEAMS FELT HAD POTENTIAL FOR 

IMPROVEMENT AND FROM WHICH THE GOVERNMENT STANDS TO BENEFIT 

FROM ANY SUBSEQUENT CONTRACTS, THE GOALS CONCERNED SUCH 

THINGS AS ACHIEVING HIGHER LABOR EFFICIENCY LEVELS AND PRE- 

PARING AND IMPLEMENTING ESTIMATING AND ACCOUNTING MANUALS, 

THE STUDIES WE REVIEWED HAD FEW SUGGESTIONS FOR SPECIFIC 

CHANGES IN THE CONTRACTORS’ OPERATIONS TO IMPROVE EFFICIENCY 

OR ECONOMY, THE TEAMS RELIED PRINCIPALLY ON IN-DEPTH ANALYSES 

OF THE CONTRACTORS’ RECORDS AND ON THE TEAMS’ JUDGMENTS, 

bJE BELIEVE THE BEST MEANS TO CHALLENGE THE EFFICIENCY OF A 

CONTRACTOR’S OPERATIONS IS TO IDENTIFY THE SPECIFIC PRACTICES 
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WHICH NEED IMPROVEMENT, WE HAVE RECOMMENDED THAT THE ARMY 

GIVE KNCREASED EMPHASIS TO THIS IN FUTURE STUDIES, 

THE STUDY TEAMS DID NOT DISCUSS THEIR SPECIFiC FINDINGS 

WITH THE CONTRACTORS PRIOR TO NEGOTIATIONS FOR FEAR OF 

JEOPARDIZING THEIR NEGOTIATING POSPTIONS, &JR VIEW, HOWEVER, 

IS THAT OPEN AND FRANK DISCUSSIONS THROUGHOUT THE STUDIES 

CAN HELP TO DEVELOP STRONGER BARGAINING POSITPONS BY ENABLING 

THE TEAMS TO ISOLATE AREAS OF AGREEMENT AND DISAGREEMENT 

EARLIER; TO UNDERTAKE ADDITIONAL WORK WHEN NECESSARY; AND TO 

REFINE THEIR POSITIONS WHEN JUSTIFIED, SUCH DISCUSSIONS WOULD 

ALSO ALLOW GREATER CONTRACTOR PARTICIPATION EN DETERMINING 

THE ACTIONS NEEDED TO IMPROVE THEIR EFFICIENCY AND WOULD LEAD 

TO QUICKER AGREEMENTS DURING NEGOTIATIONS, 

WE FOUND LITTLE EVIDENCE THAT THE TEAMS HAD CONSIDERED 

THE NEED FOR OR THE DESIRABILITY OF CHANGES IN GOVERNMENT 

POLICIESp PROCEDURES OR PRACTICES TO REDUCE THE COSTS OF CON- 

TRACTOR OPERATIONS, FOR EXAMPLE, WE HAVE FOUND iiN OTHER 

REVIEWS THAT SU STANTPAL SAVINGS COULD BE ACHIEVED BY ELIME- 

NATING OR MODIFYING CERTAIN GOVERNMENT TESTING AND PACKAGING 

REQUIREMENTS, krlE HAVE RECOMMENDED THAT THESE MATTERS BE 

GIVEN ATTENTION IN FUTURE STUDIES, l[N ADDITION, WE BELIEVE 

THAT THE DEPARTMENT OF DEFENSE SHOULD STUDY THE QUESTION OF 

WHETHER THE SHOULD-COST CONCEPT SHOULD BE EXPANDED TO INCLUDE 

CONSIDERATION OF THE IMPACT ON COSTS OF SCHEDULE AND PERFORM- 

ANCE REQUIREMENTS, 
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AT ONE LOCATIQN WE FOUND THAT THE i3ES,~iiSI Au9rT OFFICE 

H/U3 DPFFHCULTY MEASURING THE CONTRACTOR’S PNGRESS TOWARD 

THE ZMPROVEMENT GOALS FOR CERTAIN CATEGORIES 0; INDIRECT 

EXPENSES (I -i-HE GOALS WERE EXPRESSED AS PERCrN’i-AGE REDUCTIONS 

OR PERCENTAGE LEVELS TO E ATTAINED, BECAUSE THESE RATES 

COULD BE AFFECTED BY CQST ACCOUNTING CHANGES OR FLUCTUATIONS 

IN THE COSTS, CHANGES IN THE RATE DID NOT FURNISH MEANINGFUL 

ZNFQRMAT%ON AS TO THE CONTRACTOR’S PROGRESS IN REDUCING COSTS, 

bt(E HAVE RECOMMENDED THAT THE TEAMS DEFINE IMPROVEMENT GOALS 

IN TERMS WHICH Wj;iL PERMIT MORE MEANINGFUL PROGRESS EVALUATIONS, 

WE ARE CQNVINCED THAT SHOULD-COST TECHNIQUES) PROPERLY 

APPLIEB~ CAN BE OF GREAT ASSISTANCE TO GOVERNMENT NEGOTIATORS 

IN ARRIVING AT FAIR AND REASONABLE PRICES, hfE INTEND., THERE- 

FORE> TO CONTINUE 7-O FQbbQW UP QN THE EFFQRi-S OF THE MILITARY 

SERVICES IN APPLYING THESE TECHNIQUES AND TO RECOMMEND 

IMPROVEMENTS WHEN WE FIND THE NEED FOR THEM, OCR ASSESSMENTS 

OF THE STUDIES PERFORMED BY THE iAVY AND THE P,IR FORCE SHOULD 

BE COMPLETED SHORTLY> AND COPIES OF OUR REPORTS WILL BE PRO- 

VKDED TQ THE SUBCOMMITTEE, 



THE EMERGENCY LOAN GUARANTEE ACT REQUIRES GAO TO MAKE 

AN AUDIT OF ANY I3oRROWER UNDER THE ACT, Lo~~H~~D AIRCRAFT 

CORPORATE~N HAS BEEN THE ONLY BORROWER, 

WE HAVE CONCLCIDED THAT LOCKHEED AND THE LENDING BANKS 

HAVE COMPLIED WITH THE REQUIREMENTS OF THE ACT, AS REQUIRED 

BY THE ACT, THE GOVERNMENT HAS BEEN PLACED IN A PREFERRED 

POSITION WITH RESPECT TO THE COLLATERAL AND, BASED ON 

CURRENT BOOK VALUATIONS AND CERTAIN KNOWN MARKET VALUES OF 

THE PLEDGED ASSETS, THE GOVERNMENT'S INTERESTS APPEAR TO 

BE ADEQUATELY PROTECTED, 

BARRING UNFORESEEN CIRCUMSTANCES AVAILABLE INFORMATION 

INDICATES THAT LOCKHEED SHOULD BE ABLE TO GENERATE SUFFICIENT 

CASH DURING THE NEXT SEVERAL YEARS TO PERMIT REPAYMENT OF 

THE GOVERNMENT-GUARANTEED PORTION OF ITS LOAN, HOWEVER, 

UNLESS LOCKHEED 1s SUCCESSFUL IN OBTAINING A SUBSTANTIAL 

NUMBER OF ADDITIONAL ORDERS FOR ITS I-1Od.P -/-RISTAR COMMER- 

CIAL AIRLINER, LOSSES ON THAT PROGRAM COULD IMPAIR THE 

FINANCIAL CONDITION OF THE COMPANY8 FIRM ORDERS AND OPTIONS 

AMOUNT TO 117 AND 67 AIRCRAFT, RESPECTIVELYI AS OF TODAY, 

COMPARED TO LOCKHEED'S ESTIMATED BREAK-EVEN POINT OF 275, 

1N THIS CONNECTION OUR REVIEW OF AVAILABLE FORECASTS 

OF THE WORLD-WIDE DEMAND FOR WIDEBODIED TRIJET AIRCRAFT OF 

THE L-PGil/DC-lG TYPE THROUGH 1980 INDICATES THAT LESS THAN 
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40 PERCENT OF THE DEMAND HAS BEEN THUS FAR SATiSFEED IN THE 

FORM OF EITHER ORDERS OR OPTIONS RECEIVED By THE TWO 

MANUFACTURERS OF THE TRIJET AIRCRAFT, ;N ?ART THIS MAY 

BE ATTRIBUTABLE TO APPARENT AIRLINES POLICY OF NOT PLAC- 

ING ORDERS OR OPTIONS MORE THAN 2 OR 3 YEARS IN ADVANCE, 

SEVERAL IMPORTANT DEVELOPMENTS HAVE OCCURRED RECENTLY 

SUCH AS: 

P, THE RECEIPT OF ORDERS FOR 32 ADDITIONAL AIRCRAFT 

(13 FIRM AND 19 OPTIONS) FROM CUSTOMERS THAT ARE 

EXPECTED TO HAVE SUBSTANTIALLY LARGER NEEDS FOR 

THESE PLANES IN THE LAST HALF OF THE DECADE OF 

THE P97o’S, 

2, THE ISSUANCE BY LOCKHEED OF A NEW S-YEAR FORECAST 

THAT RECOGNIZES THE FOLLOWING FACTORS: 

A, L-1011 PRODUCTION COSTS INCREASED DURING 

THE FIRST 6 MONTHS OF 1972 AND THE PRO- 

DUCTION SCHEDULE OF THE PLANES WAS EXTENDED 

BY 18 MONTHS, THESE Two SITUATIONS HAVE 

CONTRIBUTED TO INCREASING THE BREAK-EVEN POINT, 

ESTIMATED BY LOCKHEED~ FROM 265 TO 275 AIR- 

CRAFT, LOCKHEED HAS ATTRIBUTED THE INCREASE 

IN PRODUCTION COSTS PRIMARILY TO OUT-OF- 

STATION WORK AND UNSCHEDULED OVERTIME REQUIRED 

TO MEET DELIVERY COMMITMENTS ON THE FIRST 

12 AIRCRAFT, b/E ARE SEEKING TO DETERMINE 
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WHETHER THERE ARE INDICATIONS -!-HAT 

LOCKHEED IS RESOLVING THESE PROBLEMS 

AND BRINGING COSTS IN LINE WXTH ITS 

INITIAL ESTIMATES, 

B# LOCKHEED WILL NEED To DRAW DOWN A GREATER 

PROPORTIION OF THE TOTAL FUNDS AVAILABLE 

UNDER THE 8250 MILLION GUARANTEED LOAN, 

INITIALLY LocKHEED‘ESTIMATED IT WOULD 

DRAW A MAXIMUM OF $150 MILLION, THIS HAS 

BEEN INCREASED TO AN AMOUNT BETWEEN $195 

MILLION AND $220 MILLION, CURRENTLY., $130 

MILLION HAS BEEN BORROWED AND LOCKHEED’S 

FORECAST INDICATES THAT THIS IS EXPECTED 

TO REACH $250 MILLION BY THE END OF THE YEAR, 

Cl LOCKHEED ORIGINALLY PLANNED TO PAYBACK THE 

GUARANTEED LOAN BY THE END OF 1974, LOCK- 

HEED CURRENTLY ESTIMATES PAYBACK WILL BE 

COMPLETED ABOUT 3 TO 6 MONTHS LATER, Row- 

EVER, THE CURRENT ESTIMATE IS STILL WITHIN 

LOCKHEED’S OBLIGATION TO FULLY REPAY THE 

GUARANTEED LOAN BY DECEMBER 31, 1975, 

IN VIEW OF BROAD LANGUAGE IN THE LEGISLATION WITH RESPECT 

TO THE NATURE AND OBJECTIVES OF GAO's EXAMINATION OF THE 

BORROWER, WE COORDINATED OUR PLANS WITH THE CHAIRMEN OF THE 

HOUSE AND SENATE BANKING COMMITTEESAND CONGRESSMAN BINGELL~ 

THE SPONSOR OF THE GAO AUDIT PROVISION, 
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C!:E HAVE INTERPRETED THE STATUTE AS REQUIRING GAO TO: 

A, MONITOR THE FINANCIAL AND OTHER ACTIVITIES 

OF THE BORROWER TO PROVIDE ASSURANCE THAT THE 

BORROWER AND LENDERS COMPLY WITH THE TERMS 

OF THE STATUTE AND THE IMPLEMENTING AGREE- 

MENTS) AND THAT THE INTERESTS OF THE GOVERN- 

MENT ARE ADEQUATELY PROTECTED; 

B, ADVISE THE CONGRESS OF ANY MATTERS THAT MAY 

AFFECT THE ABILITY OF THE BORROWER TO REPAY 

THE GOVERNMENT-GUARANTEED PORTION OF ITS 

OUTSTANDING LOANS; AND 

C, INFORM THE CONGRESS OF ANY OTHER INFORMATION 

THAT MAY BE RELEVANT UNDER THE CIRCUMSTANCES 

EXISTING DURING THE LOAN GUARANTEE PERIOD, 

IN ADDITION, SINCE ALL OF THE AUTHORITY TO ADMINISTER 

THE LOAN IS VESTED IN THE EMERGENCY LOAN GUARANTEE BOARD, 

WE CONSIDER THE REVIEW 0~ THE ACTIVITIES OF THE BOARD TO 

BE A VITAL PART OF OUR OVERALL EXAMINATION, 

ALTHQUGH THE EMERGENCY LOAN GUARANTEE ACT DOES NOT 

REQUIRE GAO TO REVIEW THE BOARD'S ACTIVITIES, SUCH A REVIEW 

IS CLEARLY AUTHORIZED UNDER THE GENERAL AUTHORITY GRANTED 

TO GAO BY THE CONGRESS TO REVIEW THE RECORDS OF THE AGENCIES 

OF THE EXECUTIVE BRANCH OF THE GOVERNMENT, THE BOARD, AS 

YOU KNOW, HAS TAKEN THE POSITION THAT WE DO NOT HAVE 
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STATUTORY AUTHORITY TO REVIEW ITS INTERNAL RECORDS 

RELATING TO ITS DECISION-MAKING PROCESS AND CONTINUES TO 

HOLD TO THIS POSITION, \PIE BELIEVE THAT GAO HAS THE 

RESPONS!BILZTY FOR REVIEWING THE ACTIVITIES OF THE BOARD 

AND HAS THE RIGHT TO EXAMINE ANY RECORDS RELATED TO THE 

DECISIONS PREVIOUSLY MADE BY THE BOARD, IN COMPLIANCE 

WITI-; THE VIEWS EXPRESSED BY THE SENATE COMMITTEE ON BANK- 

ING, HOUSING AND L'RBAN AFFAIRS AND THE HOUSE COMMITTEE ON 

BANKING AND CURRENCY, THE BOARD PROVIDED us WITH CERTAIN 

CORRESPONDENCE AND FINANCIAL ANALYSES PREPARED BY ITS 

FISCAL AGENT WHICH ENABLED US TO EXAMINE THE ACTIVITIES 

OF THE BOARD IN CONNECTION WITH THE LOCKHEED GUARANTEE, 

CONSISTENT WITH ITS EARLIER POSITION, HOWEVER~ THE BOARD 

STATED IN ITS ANNUAL REPORT DATED SEPTEMBER 5, 1972, THAT 

THE LEGAL DIFFICULTIES BETWEEN THE GAO AND BOARD WERE 

UNAFFECTED BY ITS RELEASE OF RECORDS TO US, THUS, THE 

BOARD HAS NOT CONCEDED THAT GAO HAS A LEGAL RIGHT TO 

RECORDS OF THE BOARD THAT GAO BELIEVES ARE NECESSARY TO 

CARRY OUT ITS STATUTORY RESPONSIBILITIES -- A POSITION 

WE THINK IS WITHOUT MERIT, 
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IN HEARINGS BEFORE THIS SUBCOMMITTEE I[N MARCH OF THIS 

YEAR WE DHSCUSSEDB IN SOME DETAIL) CONTRACTORS CLAIMS FOR 

PRICE INCREASES AND WHY THESE CLAIMS HAVE BEEN A RECURRENT 

ELEMENT %N iaAVY Sill PBU ILDlNG PROGRAMS, A COMPARISON BETWEEN 

CLAIMS OVER $5 MIlLLION THEN OUTSTANDING AND THE LATEST DATA 

REPORTED BY THE NAVY IS SHOWN BELOW, 

XARCH 1.4 1972 

DILLINGHAM SHIPYARD 

!? 
ENERAL DYNAMICS 
NGALD SHIPBUILDING, LITTON 

SYSTEMS INc, 
Loc~CHEED SHIPBUILBING 
I~WPORT ~JEWS SHIPBUILDING 

$Y2 $14282 

14'2 
is 

49,a 

204:6 
is,9 

20416 

$84512 $62015 

THESE FIGURES DO NOT INCLUDE CLAIMS THAT HAVE BEEN 

REFERRED TO THE ARMED SERVICES BOARD OF CONTRACT APPEALS 

OR CLAIMS THAT HAVE BEEN REJECTED BY THE NAVY, 

THE DIFFERENCE BETWEEN THE VALUE OF CLAIMS OUTSTANDING 

AS OF LAST PIARCH AND CURRENT CLAIMS'IS ATTRIBUTABLE TO THE 

SETTLEMENT OF SOME CLAIMS BUT IS DUE PRIMARILY TO LITTON'S 

REFERRAL OF 3 CLAIMS TOTALING $162 MILLION To THE ARMED 

Swfc~s BOARD OF CONTRACT APPEALS, A, DISCUSSION OF THESE 

THREE CLAIMS FOLLOWS, 
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.!~MUNITION ,%ppr Y Sw+-~,f: 72-35 

LITTON SYSTEMS) hc,, TNGAUS %cLE4R %IPB!!ILWNG T)IVISIONI CLAIMS 

$36,78$419 FOR ALLEGED EXTRA !@RK PERFORMFD DURING CONSTRUCTION OF FOUR 

iWFkfNITION SUPPLY SHIPS A’ %35, THE ‘!AW H4S ADVISE!3 THE CONTRACTOR 

THAT IT HAD REV1 THE RECORD RELATING TO THIS CLAIM AND HAD DmWIND 

THAT THE CLAIM FOR ADDITIONAL PAYMENT SHOULD RE GRANTED IN THE AMOUNT OF 

$962J?% 

T)N hJGUST lLtl I???, THE CONTRACTOR SUB”4ITIED TH I S CIA1 M TO THE Em, 

h-TON IS CLAIMING $?8,!!&m DUE PRINCIPALLY TO LATE DELIVERY OF 

@XRNMENT-FURNISHED MATERIAL8 ]3Y LETTER DATED JULY %., 1972, THE NAW 

ADVISED THE CONTRACTOR THAT IT WAS ENTITLED TO A COMPENSATION INCREASE OF 

1%;7,774,8K f-h 4l JGUST 14, %!???, l-HE CONTRACTOR SlIDMIlTED THIS CLAIM TO 

THE L\SKA, 

?/AR I OWS CONTRACTS 

!XKON ALLEGES THAT DUE TO THE IMPACT OF THE bVERNMENT ACTIONS, IT 

INCURREB ADDITIONAL COST OF %?=!o~~!!&~59, b/ERNMENT ACTIONS CITED INCLUDE 

MASSIVE CHANGES ON SW Ilr;E CONTRACTS FOR SSN 6& 639, 6463, AND 652, 

PRIORITIES, AND ACCELERATION OF SUDMARINE WORK, THE CLAIM WAS SUJPUTTED 

THE CONTRACTOR AF’PEALED TO THE Em ON JULY !-!, 1972, WITHOUT WAITING 

FOR A CONTRACTING OFFICER’S DECISION, 
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ON /'IARCH 38s 1%'?, A $270,7 MILL16QN CLAIM FOR AN 

EQUITABLE ADJUSTMENT WAS SUBMITTED BY bYTON SHIP SYSTEMS ON 

THE LHA CONTRACT, THE NAVY HAS REJECTED THIS CLAIM, LITTON 

ALSO PRQPOSED PRICE INCREASES FOR COSTS WELATED TO THE CANCEL- 

LAT%ON OF 4 SHIPSl ESCALATION CHARGES> AN11 M%ScELLANEOUS OTHER 

CHANGES To THE CONTRACT, ~G~TIATIoNs ARE CONTINUING ON 47-4~s~ 

PROPOSED PRICE INCREASES, 

YOU AaS0 ASKED THAT WE DISCUSS OUR WORM ON THE !iAvV's Ii-/A 

AND DB%3 SHIP ACQUISITION PROGRAMS, As YOU KNOWd WE HAVE BEEN 

MAKING REVIEWS OF MAJOR ACQUISITION PROGRAMS FOR SEVERAL YEARS, 

WHOSE REVIEWS ARE MADE AT THE REQUEST OF T~JE APPROPRIATIONS 

AND ARMED SERVICES COMMITTEES AND REPORTS ~JN OUR STUDIES AWE 

GIVEN TO THOSE GoMMITTEEs, AND TO OTHER INTERESTED CONGRESSIONAL 

COMMITTEES) EARLY IN EACH CONGRESSIONAL SESSION, OUR CURRENT 

WORK QN THE L/i/i AND ]DB%ij PROGRAMS WAS UNDERTAKEN AS A PART QF 

THAT EFFORT, kiOWEvER, A GREAT DEAL OF WORM REMAINS To BE DONE 

BEFORE WE COMPLETE OUR REVIEW AND REPORT TO THE &ONGRESS, 

SEREOUS PROBLEMS HAVE BEEN ENCOUNTERED IN GETTING THE e,i# 

PROGRAM UNDERWAY, LHA COST ESTIMATES ARE NOW MORE THAN CONTRACT 

PRICES AND DELIVERY OF THE SHIPS IS DELAYED TWO YEARS OR MORE, 

THE coNTRAcToR AND THE DEPARTMENT oi= THE P\~Av~ DISAGREE ON WHO 

1% PRIMARELY RESPONSIBLE FOR THE PROBLEMS AND THE RESULTING COST 
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GROWTH AND DEL%VERY DELAYS, ?MOrUG ‘?“!-!E ?” ‘\N ! , , , , tz 4 i- T u 2 S A F FE CT i 1!1 t.; 

PRICE TO BE NEGOTIATED ARE; INCREASES DUE -I’0 THE CANCELLATlQN 

OF 4 SHIPS, COSTS ASSOCIATED WITH DELAYSJ DISRUPTIONS AND 

WORK STOPPAGES DUE To MATTERS BEyoYD THE ~XNTRACTOR’S CONTROL 

SUCH AS STRIKES, ACTS OF GOD, AND UNILATFR.4L “dAvY PROGRAM 

CHANGES B 

THE !‘tAvY AND THE CONTRACT9R !-1AvE BE!:!\I NEGOTlATING PRICE 

CHANGES SINCE MARCH 31, 1!?7?, Oil PHF COW!KTOR’S PROPOSAL 

TO RESET THE LEA PROGRAM PRICES, GIVING !?EC’?GNITION TO 

ESCALATION ESTIMATE CHANGESJ DELAYS AND CHANGES IN THE CONTRACT, 

!EGOTIATIONS ON THESE ITEMS ARE SCHEDULED I-OR COMPLETION BY 

f’ARCH 1, 1973, ROTH THE NAVY 4ND Ti?E CO;JTRACTOR PROJECT A COST I. * 

INCREASE ON THE MA CONTRACT BUT THE AMOUNT CANNOT BE DETER- 

MINED AT THIS TIME, THE ORIGINAL CEILING PRICE OF THE MINE 

SHIP CONTRACT WAS $a% MlLLKOPJ, 

THE CONTRACTOR NOW EST1:MATES THAT THE k-r SHIP WILL BE 

DELAYED 23 l/2 MONTHS AND T!lE 5-W SHIP DELIVERY ‘#ILL BE DELAYED 

32 112 MOb!T!-!S, 

b!AJOR SUBCONTRACTS HAVE ALL EEEN AWARDED, THESE 131 SUB- 

CONTRACTS> TCTALGNG OVER SPoo ?lILLXoN, .iiRf FIXED-PRICE AWARDS, 

!‘iO SSGNIFICANT DELIVERY PROBLEMS WERE NOTED, 

LITTON’S DATA SYSTEMS DwsnON RECEIVED A Yl.50 MU-ION 

WORK AUTMORIZATION FROM THE LITTON PF?IFlE CONTRACTOR FOR COMMAND 

AND CONTROL EQUIPMENT) CERTAIN DESIGN FUNCTIONS AND DEVELOPMENT 

OF COMPUTER PROGRAMS FOR 9 SHIPS, TIAE !?ATA SYSTEMS DIVPSION~ 

AT THE REQUEST OF THE SHIPYARD, HAS SLIPPED ITS SCHEDULES FOR 
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LHA INSTALLATION WORK TO COI[NcIRE WITH THE SHIPYARD'S CURRENT 

SCHEDULE, 

IN MOST FIXED-PRICE SHIP CONSTRUCTION CONTRACTS, PROGRESS 

PAYMENTS ARE MADE ON THE BASIS OF PERCENTAGE OF PHYSICAL 

PROGRESS MADE IN PERFORMANCE OF THE CONTRACT, THE FIXED-PRICE 

LHA CONTRACT, HOWEVER, PROVIDED FOR PAYMENTS ON THE I3ASIS OF 

PHYSICAL PROGRESS STARTING 40 MONTHS AFTER AWARD, PAYMENTS 

FOR THE FIRST 40 MONTHS WERE ON A ?OST INCURRED" BASIS TO 

COVER ANTICIPATED HIGH START-UP AND PRELIMINARY DESIGN EFFORT, 

LITTON'S PRICE PROPOSAL ON THE LHA WAS CONDITIONED UPON 

INCLUDING THESE PROVISIONS IN THE CONTRACT, 

THE COST REIMBURSEMENT METHOD OF PAYMENT WAS TO HAVE 

CEASED ON SEPTEMBER 1, 1972, BY THAT TIME A DETERMINATION WAS 

TO HAVE BEEN MADE OF THE STATUS OF PHYSICAL PROGRESS AS WELL 

AS AN ACCOUNTING OF THE STATUS OF PROGRESS PAYMENTS SO FAR 

MADE, BECAUSE OF A VARIETY OF DELAYS, THE NAVY EXTENDED THE 

DATE FOR PROGRESS PAYMENT CONVERSION TO FEBRUARY 28,, %973, 

As WE UNDERSTAND l[Tp THE NAVY PLANNED TO HAVE A BASIS FOR 

MEASURING PROGRESS EARLY IN THE PROGRAM BUT THIS HAS NOT BEEN 

ACCOMPLISHED, ON SEPTEMBER 29, 1972, HOWEVER~ LITTON SUB- 

MITTED A PLAN FOR MEASURING PHYSICAL PROGRESS MEASUREMENT 

WHICH Is BEING EVALUATED BY THE NAVY, THE PROGRESS MEASURE- 

MENT ISSUE WILL EITHER BE NEGOTIATED BY FEBRUARY 28, 1973, OR 

DETERMINED UNILATERALLY I3Y THE NAVY IIN CASE OF DISAGREEMENT, 
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I? NEW 

TO BE 

CONTRACT PRICE FOR FIVE bib, SHIPS AND A SCHEDULE ARE 

DETERMINED BY THAT DATE, 

As OF ~~OVEMBER 29, _ 1972, _ PROGRESS PAYMENTS CF. $3%- 

MILLION HAVE BEEN BILLED, THE CONTRACTOR REPORTS THAT AS OF 

THAT DATE HE CONSIDERS THE PROGRAM ABOUT 33 PERCENT COMPLETED, 

UNTIL THE CURRENT REPRICING NEGOTIATIONS ARE COMPLETED AND 

THE SYSTEM OF MEASURING PHYSICAL PROGRESS AGREED UPON) THE 

VALIDITY OF THE CLAIMED PROGRESS PAYMENTS CANNOT BE DETER- 

MINED, 

A DEVELOPMENT AND PRODUCTION CONTRACT FOR THE CCNSTRUCTION 

OF 30 DD963 CLASS DESTROYERS WAS AWARDED TO LITTON SYSTEMS, ~NC#> 

ON JUNE 23) 1970, THE DD963 DESTROYER CONTRACT IS A MULTI- 

YEAR) FIXED-PRICE INCENTIVE, SUCCESSIVE TARGET CONTRACT, THE 

INITIAL TARGET PRICE FOR THE 30 SHIP PROGRAM WAS Up798,2 MILLION 

WITH A CEILING PRICE OF $2,139,9 MILLIONI THE CONTRACT PROVIDES 

THAT THE SHIPS WILL BE FUNDED IN SPECIFIED INCREMENTS OVER 

FIVE FISCAL YEARS, 

LITTON HAS PROJECTED SLIGHT CHANGES IN THE CONTRACTUALLY 

ESTABLISHED DELIVERY SCHEDULE, FABRICATION OF THE FIRST SHIP 

BEGAN IN JUNE 1972, AND CURRENTLY, THE DDs ARE SCHEDULED TO BE 

DELIVERED SLIGHTLY AHEAD OF THE CONTRACTUALLY ESTABLISHED DATES, 

THE NAVY POSITION IS THAT IIT IS TOO EARLY TO KNOW WHETHER 

COSTS WILL INCREASE OR DELIVERY SCHEDULES WILL SLIP BUT THE 

bVY THINKS THEY PROBABLY WILL, 
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THROUGH FISCAL YEAR 1972, OVER $kb BILLION HAD BEEN 

APPROPRIATED FOR 16 OF THE SHIPS, ACTION BY THE CONGRESS 

RESULTED IN A REDUCTION OF $636 MILLION IN THE FISCAL YEAR 

1973 BUDGET REQUEST OF $610 MILLION FOR THE NExT SEVEN 

BP963's, HOWEVER) THE CONTRACTOR HAS AGREED TO EXTEND THE 

OPTION DATE FOR FUNDING THESE SEVEN DESTROYERS FROM JANUARY 15, 

E7.3, TO JANUARY 15, 1974, WITH NO CHANGE IN CONTRACT PRICE 

OR CONTRACT DELIVERY DATES PROVIDED FUNDING WAS PROVIDED TO 

CONTINUE LONG LEAD EQUIPMENT SUBCONTRACTS ON THEIR CURRENT 

SCHEDULES, THE FUNDS PROVIDED IN THE FY 73 BUDGET PROVIDE 

FOR THESE LONG LEAD SUBCONTRACTS, 

THIS MATTER WILL HAVE TO BE DECIDED IN CONSIDERING THE 

FISCAL YEAR 1974 BUDGET, FURTHER, THE LAST SEVEN SHIPS WILL 

HAVE TO BE CONSIDERED AND FULL FUNDING OR LONG LEAD TIME 

MONEY PROVIDED, 
-3 * * * * 

THIS CONCLUDES OUR STATEMENT, !‘IR, CHAIRMAN~ AND WE WILL 

BE PLEASED TO DISCUSS ANY OF THESE MATTERS IN FURTHER DETAIL 

OR ANSWER ANY QUESTIONS THE SUBCOMMITTEE ~:AY HAVE ON OUR STATE- 

MENT, 
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